
consideration to a covenant not to compete, argued 
the company. Thus, the company argued that the 
court should make an independent determination 
of the economic value of the covenant. 

The Tax Court had a relatively easy time 
agreeing with William, since the purchase 
documents reflected an unambiguous 
allocation of the entire $23.9 million to the 
stock. Although the Tax Court considered the 
mutual intent rule of Better Beverages, and the 
evidentiary rule of Danielson, the Tax Court 
simply found—as a matter of arithmetic—
that no portion of the consideration could be 
allocated to the covenant not to compete. 

Recipe for Success
Many tax practitioners will recognize the 
fact pattern played out in the Becker case. 

Obviously, the covenant not to compete issue 
in a three party dispute such as this becomes 
very much a question of whose ox is being 
gored. Sometimes, it makes sense to expressly 
consider this issue. Perhaps it makes sense to 
do so more often than not.

William probably could have saved himself 
a headache (and money!) by having an express 
allocation of consideration to the covenant in 
the original purchase documents, perhaps 
allocating a very small amount to the covenant. 
Still, sometimes raising the specter of the 
issue can be a bad thing, if raising the issue 
causes the buyer (in this case, the company 
in a redemption transaction) to try to shift 
too much of the burden to amortization. In 
any case, it is often a recipe for disaster not to 
consider the issue at all. 
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Hot Stock Is Taxable 
By Patrick Hoehne • Wood & Porter • San Francisco

Tax professionals like to imbue their language 
with a kind of verve and sophistication that is 
arguably unrealistic in light of the nitty gritty of 
reading regulations and other tax drudgery. Still, 
perhaps we all benefit from our own lingua franca, 
even if it sometimes seems overly exotic. First we 
had hot assets. Now we have hot stock. 

In LTR 200649016 (Aug. 30, 2006), the IRS ruled 
that a parent corporation's spin-off of one of its 
businesses was tax-free, except for the distribution 
of certain hot stock previously acquired by the 
parent. Generally, hot stock is acquired in taxable 
transactions within five years of the spin, and is 
treated as boot. [Code Sec. 355(a)(3)(B).] Although 
the parent corporation and its shareholders must 
recognize gain related to the hot stock, the IRS 
ruled that the hot stock did not disqualify the 
company's tax-free spin-off.

In the ruling, Distributing ("D") is the common 
parent of an affiliated group of corporations 
that files a consolidated return. D owns stock 
in Controlled ("C") and other corporations 
(including Sub 1 and Sub 2). D has two classes of 
stock outstanding, Class A and Class B. The Class 
A stock tracks Business 1, and Class B stock tracks 
Business 2. Business 2 is conducted by C. 

D purchased the C stock in two tranches. 
The first purchase of C's shares was minimal, 

presumably not more than 20 percent (referred 
to as the "hot stock"). In the second purchase, 
D acquired control of C in a tax-free merger. 
Prior to the spin-off, D wholly owned C. 

D proposed the following steps: 
1. D would contribute Sub 1 and Sub 2 stock to C 

in exchange for additional shares of C stock.
2. D would distribute all of the C stock to the 

Class B shareholders in exchange for all of 
their Class B stock.

3. Each holder of an option to purchase shares 
of Class B stock would receive an option to 
purchase shares of C common stock.

Spin Tax-Free, but Hot Stock Taxable
Based on numerous representations made 
by D (to meet the extensive Code Sec. 
355 requirements) and the facts presented, 
the IRS ruled that the contribution of the 
Sub 1 and Sub 2 stock, followed by the 
distribution of all the C stock, qualified as 
a D reorganization. However, the IRS ruled 
that D must recognize gain on distributing 
the hot stock to the extent its fair market 
value exceeds its adjusted basis in D's hands. 
Moreover, the IRS ruled that D shareholders 
who receive hot stock have to recognize 
any gain they have in the distribution. 



The basis of the hot stock held by the 
Class B shareholders immediately after the 
distribution equals the fair market value of 
the hot stock. 

Saying "hot stock" may be fun, but paying 
tax on it is not. Hot stock may not disqualify 
a spin-off, but corporations and shareholders 
should be prepared to pay tax on it.

Book Review: THE CIRCULAR 230 DESKBOOK, 
by Blatmachr, Gans and Rios
Reviewed by Larry Bercovich • Wood & Porter • San Francisco
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These days, Circular 230 permeates many 
aspects of a tax advisor’s daily life. After all, 
it sets forth standards of conduct with which 
practitioners must comport in providing federal 
tax advice, or be faced with disciplinary action. 
While Circular 230 has been around for nearly 
90 years, recent amendments have touched all 
federal tax practitioners, and arguably lots of 
other people too. 

In fact, we are reminded of this every time 
we see the pervasive Circular 230 language 
in emails or other written communications. 
In today’s world of enhanced tax practitioner 
responsibilities and overlapping standards of care 
imposed by Circular 230, Treasury regulations 
and professional regulatory bodies (e.g., the 
ABA), the standards applicable to the provision 
of tax advice are anything but clear-cut. For this 
and other reasons, the CIRCULAR 230 DESKBOOK 
by Blatmachr, Gans and Rios is a practical book 
that belongs on (or nearby) nearly every tax 
practitioner’s desk. 

The DESKBOOK will act as a map to help navigate 
through critical issues such as the following:
• Which taxpayer-practitioner communications 

rise to the level of advice?
• What are the different standards of conduct 

required between oral and written advice; 
and, preliminary and final advice? 

The DESKBOOK will also help a practitioner 
assess the consequences when a taxpayer files 
a return based on arguments that do not have 
a realistic possibility of success, but are not 
frivolous; or, the significance of a taxpayer 
having a tax position based on substantial 
authority, but a position that is not likely 
to prevail. While a comprehensive answer is 
beyond the scope of this review, the key issues 
involve penalties, and the possibility of avoiding 
such penalties by adequate disclosure. 

The authors state that the DESKBOOK is designed 
primarily as a reference book, and, indeed, I have 
found it to be a rich reference. The book is divided 
into four chapters. The first chapter addresses 
the deference courts provide to government 
interpretations of the law. This should be relevant 
to practitioners in determining what weight to 
give to certain Treasury pronouncements.

The second chapter contains an overview 
of selected penalties imposed under the 
Internal Revenue Code. There is a very concise 
discussion regarding when penalties apply, and 
the standards that must be met to avoid them. 
This is a discussion many practitioners will 
likely find helpful. The third chapter addresses 
disclosure of Reportable Transactions and 
list maintenance requirements imposed by 
the Code. The fourth chapter, the main focus 
of the book, is an in-depth analysis of the 
requirements under Circular 230, including the 
heightened duties imposed on practitioners 
when providing written federal tax advice (e.g., a 
practitioner may not make unreasonable factual 
or legal assumptions; nor may a practitioner 
unreasonably rely on representations or 
statements from third parties).

A Picture Is Worth a Thousand Words
Given that I am a sucker for flowcharts and 
diagrams, I enjoyed the various flowcharts and 
diagrams included in the DESKBOOK. For instance, 
Appendix D is a Circular 230 Decision Tree which 
will assist in determining which parts of Circular 
230 apply to a practitioner’s communications. 

For written advice, there is a checklist to 
assist in identifying applicable standards. 
And, for “Covered Opinions,” there is a chart 
to assist in identifying applicable requirements 
and exceptions. Last, but certainly not least, 
there is a chart summarizing the criteria 




